INTRODUCTION
Over the last decade the acquisition and/or sale of physician practices has grown significantly. The importance of establishing a fair value to physician practices has grown along with the increased activity in buying and selling physician practices.
Initially, the increased interest in acquiring physician practices came from young physicians who have encountered a physician surplus in certain urban areas and found it difficult to start a practice without joining an HMO, an established group practice, or getting assistance from a Hospital. However, recently Hospitals have shown an interest in acquiring physician practices in order to maintain their existing patient base or to expand their patient base in a very competitive marketplace. The ability of a Hospital to succeed in the 1990's will be determined based upon their ability to keep their occupancy high and ancillary services operating near capacity. Third party payors (Medicare, Medicaid, and HMO's) will continue to reduce rates of increase they are willing to pay for inpatient services, therefore, in order to maintain the same level of quality, the volume of services will need to increase along with an improvement in the Hospital's efficiency. As part of their strategic plans, Hospitals have developed strategies to acquire physician practices to maintain existing referral patterns. The establishment of a Medical Staff Development Plan, as part of the Hospital's overall strategic plan, will generally identify whether a Hospital is willing to acquire physician practices and establish the criteria and the guidelines for valuation of the physician practice. In most publications dealing with the value of a physician practice, valuation models have not incorporated the revenue stream generated by the Hospital due to patients referred to the Hospital from the physician practice. (See Appendix I for a sample questionnaire developed by a Hospital to evaluate the purchase of a physician practice.)
The discussion of valuing a physician practice is also predicated upon the assumption that there is a willing buyer and a willing seller. Whether the buyer is a physician or a Hospital, the financial realities of reimbursement in the 1990's appear to indicate that the federal and state governments are going to limit the rate of increase in reimbursement to Hospitals and to Physicians. The new Medicare reimbursement system for physicians (RB-RVS) provides incentives for physicians to move to rural areas and to go into the primary care specialties. The ability of young physicians and Hospitals to get the funds necessary to acquire physician practices will, in many circumstances, be limited due to the financial squeeze placed upon them by third party payors.
REASONS FOR DEVELOPING A VALUE FOR A PHYSICIAN PRACTICE
It is important to develop a value for a physician practice for a number of reasons which will be listed in Table1, however, most physicians have not developed a value to their practice because they do not perceive the need. An example of the impact of not establishing a value to the physician practice demonstrates this point very clearly. A young internist (42) had established a very busy practice where he/she admitted 150 cases a year to a local hospital and he/she handled 100 procedures week in the office. The physician was netting $150,000 plus funding a pension plan each year and he/she had closed the practice to new patients. The physician became ill and died within two months. There was no effort to sell the physician practice until after he/she died. The physicians patients were scattered among other physicians and ultimately the practice was never sold. The value that had been created by the physician was lost because there was no plan to value or sell the practice. The value of the business based upon net income discounted at a risk adjusted rate of return Operating and capital leases Which method of valuation is used depends upon the circumstances of the sale surrounding the physician practice. Generally, a buyer or a business will use historical cost, replacement cost, and discounted cash flows to assign values to certain aspects of the purchase, however, ultimately the purchase price is based upon the price a willing seller and a willing buyer agree upon. That price is based upon the assumption that the practice is a going concern and with knowledge regarding the environment of the physician practice. As noted in the example previously, the net realizable value of a physician practice or business deteriorates if the business is not operating as a going concern.
VALUATION OF MEDICAL PRACTICES -THE PRIMARY APPROACHES
Due to the increased interest in buying and selling physician practices there has been a considerable amount written about the various approaches to valuing a physician practice (1) (2). The American Medical Association has published a booklet entitled "Buying and Selling Medical Practices: A Valuation Guide". The primary approaches to valuing a medical practice appear to be the following:
Discounted Present Value of Net Cash Flows 3.
Net Realizable Value 4.
Percentage of Gross Income 5.
Percentage of Net Income 6.
Book Value Gross income is important as an indicator of potential gross income in the future, however, as a means of determining value it is only a component of the overall analysis. The percentage of net income approach has proven to be an unreliable indicator of value. Book value is useful as an evaluation technique for certain assets but not to value the medical practice. Of the three remaining approaches, asset valuation, discounted cash flows, and net realizable value, each would appear to determine a valuation for the medical practice which is reasonable. As a result many times all three approaches are used together to determine a range of values to be used in the negotiation process.
Asset Valuation Approach
The basis formula for determining the value of the medical practice using the asset valuation approach is summarized below: The valuation of tangible assets is generally straight forward and Table 2 and 3 indicates the types of tangible assets generally valued when a medical practice is sold. The determination of value using the asset valuation approach requires an assessment of objective and subjective information. If the process to evaluate the factors mentioned above is undertaken there is a reasonable probability that a fair value will be determined for the medical practice. An alternative valuation approach is the discounted net cash flow method which should be evaluated along with the asset valuation approach.
Discounted Present Value (Net Cash Flow) Approach
The discounted net cash flow method to value a medical practice is important because it requires the buyer to prepare a projection of volume, revenues, operating expenses, and capital expenses over a discrete period of time. If the buyer develops the incremental net cash flows over the period of time it would take to develop a start up practice to the same level of business and discounts those cash flows at an appropriate risk adjusted discount rate than the buyer would develop a value for the medical practice based upon pure economic principals. An example of this approach is as follows: The net percent value for year one through year N (4 to 7 years) would provide an economic estimate of the value of the medical practice. The development of the revenues and expense for the projection period is important because it requires that the buyer understand how the business side of the medical practice is impacted by changes in the environment.
INCREMENTAL NET CASH FLOWS BY YEAR FIRST YEAR

Existing
The following example demonstrates the type of information which should be developed in order to calculate the net cash flows for valuation purposes using the discounted cash flow method.
Assumptions:
A. Two Internists want to establish a value for their practice in order to incorporate that value into their buy/sell agreement.
B.
The initial financial projections were developed based upon the following assumptions (See Table 7 , 8 and 9):
1. Volume was projected by CPT-4 code and existing case loads 2.
Net Revenue was developed based upon net revenue per third party payor and the existing fee structure 3.
Expenses were based upon historical experience 4.
Capital Budgets were based upon projected upgrades in computer equipment and office furniture 5.
The book value of the net fixed assets excluding working capital (Accounts Receivable, Accounts Payable, etc) was $80,000. 6.00 6.00 6.00 6.00 6.00 6.00 6.00 6.00 53,040 3,484 6.00 6.00 6.00 6.00 6.00 6.00 6.00 6.00 20,904 0 0.00 0.00 0.00 0.00 0.00 0.00 0.00 0.00 0 0 0.00 0.00 0.00 0.00 0.00 0.00 0.00 0.00 0 0 0.00 0.00 0.00 0.00 0.00 0.00 0.00 0.00 0 0 0.00 0.00 0.00 0.00 0.00 0.00 0.00 0.00 0 0 0.00 0.00 0.00 0.00 0.00 0.00 0.00 0.00 0 11,388 $574,288 _____________________________________ Note: This projection assumes an even distribution across all payors. The risk adjusted discount rate reflects the uncertainty of the buyer. The ability of another physician to maintain the higher than average salary is reflected in the discount rate. If it is fairly certain the discount rate would be lower, if the ability to maintain the incremental income is low than the discount rate is higher.
Internal Medicine
Internal Medicine Physician Practice Operating Expense Projections
The above financial projections would be viewed by a buyer over a discrete period of time, five to seven years. Additionally, the above financial projections would be incorporated into the incremental analyses identified earlier along with financial projections the buyer would prepare based upon either starting a practice form scratch or joining an existing group at a fixed salary.
NET REALIZABLE VALUE (MARKET COMPARISON)
If the information is available by specialty it is very useful to compare the price actually paid for other physician practices in your area. There are several sources for this type of information. The local medical journals may carry advertisements with specific offers quoted. Obviously, the asking price is not the sale price, therefore, inquiries would need to be made to confirm the final sales price. There are physcian brokerage firms which would accumulate this information by specialty and by geographic area. Geographic location would be important because in the those areas of the country where physicians are highly regulated and may have an adverse relationship with the regulatory agencies the value of the physician practice would probably be lower. In the future Hospitals, HMO's and large Group practices may develop data bases which estimate the value of a physician practice due to their interest in acquiring physician practices.
Market comparisons can be misleading, in that, the comparison does not take into account many factors which would either add or take away value as pointed out in our discussion on Goodwill.
The establishment of a value to a physician practice ultimately will be based upon what a willing buyer and a willing seller agree is a fair price. In my opinion it is necessary to utilize all three of the valuation methods previously described in order to allow the buyer and the seller to determine the final price. If the Hospital is involved in the purchase of the physician practice one additional piece of information is normally available and may have an impact on the price, inpatient revenue by specialty. The value of a physician to a Hospital, depending on payor mix, could be substantial as shown below. 
Inpatient Revenue by Specialty (4)
PURCHASE AND SALE AGREEMENT
Once the purchase price is agreed upon by the buyer and the seller the other factors of the acquisition need to be negotiated. There will be tax consequences based upon the allocation of costs to the various assets. Although this is not as important today as it was prior to the tax law changes in 1986, it is still important to minimize the tax liability of the buyer and the seller. The period of time required to pay for the practice may impact the value of the practice which was initially agreed upon. Obviously, the buyer would prefer to have total payment at the time of the closing. If there is a transition period built into the agreement, it should be very specific as to responsibilities, compensation, and termination for cause. Many times it is difficult for the prior owner to give up control even though legally the control has been incorporated in to the agreement. Non-compete clauses are difficult to enforce and are subject to time limitations, geographic distances, and limiting an individuals ability to make a living. It is important to have a knowledgeable lawyer prepare and review the final purchase and sale agreement for each party to the transaction due to the different interests of both the buyer and the seller.
There are other factors to be considered when buying and selling a medical practice which cannot be covered in this article, however, they may have an impact on the process. The form of ownership (sole practitioner, partnership, or professional corporation), corporate practice of medicine laws, private inurement laws (IRS), Medicare/Medicaid fraud and abuse statutes, and safe harbors regulations may all have some impact on the valuation of the medical practice and should be considered as part of the overall analyses. 
